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agreement vessel and net proceeds
from insurance or indemnity) and
amounts deposited with respect to
earnings described in section
607(d)(1)(C) of the Act and paragraph
(b)(2)(ii) (relating to earnings from the
investment and reinvestment of
amounts held in a fund) of this section
are not taken into account for purposes
of the Code and hence are not included
in the party’s taxable income from
sources without the United States or in
the party’s entire taxable income for
purposes of this paragraph.

(2) Apportionment of taxable income at-
tributable to agreement vessels. For pur-
poses of computing the overall limita-
tion under section 904(a)(2) of the Code
the amount of the deposit made with
respect to taxable income attributable
to agreement vessels pursuant to
§3.2(a)(1)(i) which 1is allocable to
sources without the United States is
the total amount of such deposit multi-
plied by a fraction the numerator of
which is the gross income from sources
without the United States from the op-
eration of agreement vessels and the
denominator of which is the total gross
income from the operation of agree-
ment vessels computed as provided in
§3.2(b)(2). For purposes of this para-
graph, gross income from sources with-
out the United States attributable to
the operation of agreement vessels is
to be determined under sections 861
through 863 of the Code and under the
taxpayer’s usual method of accounting
provided such method is reasonable and
in keeping with sound accounting prac-
tice. Any computation under the per-
country limitation of section 904(a)(1)
shall be made in the manner consistent
with the provisions of the preceding
sentences of this subparagraph.

§3.4 Establishment of accounts.

(a) In general. Section 607(e)(1) of the
Act requires that three bookkeeping or
memorandum accounts are to be estab-
lished and maintained within the fund:
the capital account, the capital gain
account, and the ordinary income ac-
count. Deposits of the amounts under
the subceilings in section 607(b) of the
Act and §3.2 are allocated among the
accounts under section 607(e) of the Act
and this section.
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(b) Capital account. The capital ac-
count shall consist of:

(1) Amounts referred to in section
607(b)(1)(B) of the Act and §3.2(a)(1)(ii)
(relating to deposits for depreciation),

(2) Amounts referred to in section
607(b)(1)(C) of the Act and §3.2(a)(1)(iii)
(relating to deposits of net proceeds
from the sale or other disposition of
agreement vessels) other than that por-
tion thereof which represents gain not
taken into account for purposes of
computing gross income by reason of
section 607(d)(1)(B) of the Act and
§3.3(b)(2) (relating to nontaxability of
gain from the sale or other disposition
of an agreement vessel),

(3) Amounts representing 85 percent
of any dividend received by the fund
with respect to which the party would,
but for section 607(d)(1)(C) of the Act
and §3.3(b)(2)(ii) (relating to nontax-
ability of deposits of earnings from in-
vestment and reinvestment of amounts
held in a fund), be allowed a deduction
under section 243 of the Code, and

(4) Amounts received by the fund rep-
resenting interest income which is ex-
empt from taxation under section 103
of the Code.

(c) Capital gain account. The capital
gain account shall consist of amounts
which represent the excess of (1) depos-
its of long-term capital gains on prop-
erty referred to in section 607(b)(1) (C)
and (D) of the Act and §3.2(a)(1) (iii)
and (iv) (relating respectively to cer-
tain agreement vessels and fund as-
sets), over (2) amounts representing
losses from the sale or exchange of as-
sets held in the fund for more than 6
months (for purposes of this section re-
ferred to as ‘long-term capital
losses’”). For purposes of this para-
graph and paragraph (d)(2) of this sec-
tion, an agreement vessel disposed of
at a gain shall be treated as a capital
asset to the extent that gain thereon is
not treated as ordinary income, includ-
ing gain which is ordinary income
under section 607(g)(5) of the Act (relat-
ing to treatment of gain on disposition
of a vessel with a reduced basis) and
§3.6(e) or under section 1245 of the Code
(relating to gain from disposition of
certain depreciable property). For pro-
visions relating to the treatment of
short-term capital gains on certain
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transactions involving agreement ves-
sels or realized by the fund, see para-
graph (d) of this section. For rules re-
lating to the treatment of capital
losses on assets held in the fund, see
paragraph (e) of this section.

(d) Ordinary income account. The ordi-
nary income account shall consist of:

(1) Amounts referred to in section
607(b)(1)(A) of the Act and §3.2(a)(1)({)
(relating to taxable income attrib-
utable to the operation of an agree-
ment vessel),

(2) Amounts representing (i) deposits
of gains from the sale or exchange of
capital assets held for 6 months or less
(for purposes of this section referred to
as ‘‘short-term capital gains’’) referred
to in section 607(b)(1) (C) or (D) of the
Act and §3.2(a)(1) (iii) and (iv) (relating
respectively to certain agreement ves-
sels and fund assets), reduced by (ii)
amounts representing losses from the
sale or exchange of capital assets held
in the fund for 6 months or less (for
purposes of this section referred to as
‘“‘short-term capital losses’’). For rules
relating to the treatment of certain
agreement vessels as capital assets, see
paragraph (c) of this section,

(3) Amounts representing interest
(not including any tax-exempt interest
referred to in section 607(e)(2)(D) of the
Act and paragraph (b)(4) of this sec-
tion) and other ordinary income re-
ceived on assets held in the fund (not
including any dividend referred to in
section 607(e)(2)(C) of the Act and sub-
paragraph (5) of this paragraph),

(4) Amounts representing ordinary
income from a transaction (involving
certain net proceeds with respect to an
agreement vessel) described in section
607(b)(1)(C) of the Act and §3.2(a)(1)(iii),
including gain which is ordinary in-
come under section 607(g)(5) of the Act
and §3.6(e) (relating to treatment of
gain on the disposition of a vessel with
a reduced basis) or under section 1245 of
the Code (relating to gain from disposi-
tion of certain depreciable property),
and

(5) Fifteen percent of any dividend
referred to in section 607(e)(2)(C) of the
Act and paragraph (b)(3) of this section
received on any assets held in the fund.

(e) Limitation on deduction for capital
losses on assets held in a fund. Except on
termination of a fund, long-term (and
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short-term) capital losses on assets
held in the fund shall be allowed only
as an offset to long-term (and short-
term) capital gains on assets held in
the fund, but only if such gains are de-
posited into the fund, and shall not be
allowed as an offset to any capital
gains on assets not held in the fund.
The net long-term capital loss of the
fund for the taxable year shall reduce
the earliest long-term capital gains in
the capital gain account at the begin-
ning of the taxable year and the net
short-term capital loss for the taxable
yvear shall reduce the earliest short-
term capital gains remaining in the or-
dinary income account at the begin-
ning of the taxable year. Any such
losses that are in excess of the capital
gains in the respective accounts shall
reduce capital gains deposited into the
respective accounts in subsequent
years (without regard to section 1212,
relating to capital loss carrybacks and
carryovers). On termination of a fund,
any net long-term capital loss in the
capital gain account and any net short-
term capital loss remaining in the or-
dinary income account is to be taken
into account for purposes of computing
the party’s taxable income for the year
of termination as a long-term or short-
term (as the case may be) capital loss
recognized in the year the fund is ter-
minated. With respect to the deter-
mination of the basis to a fund of as-
sets held in such fund, see §3.2(g).

[T.D. 7398, 41 FR 5812, Feb. 10, 1976, as amend-
ed by T.D. 7831, 47 FR 39675, Sept. 9, 1982]

§38.5 Qualified withdrawals.

(a) In general. (1) A qualified with-
drawal is one made from the fund dur-
ing the taxable year which is in accord-
ance with section 607(f)(1) of the Act,
the agreement, and with regulations
prescribed by the Secretary of Com-
merce and which is for the acquisition,
construction, or reconstruction of a
qualified  vessel (as defined in
§3.11(a)(2)) or barges and containers
which are part of the complement of a
qualified vessel (or shares in such ves-
sels, barges, and containers), or for the
payment of the principal of indebted-
ness incurred in connection with the
acquisition, construction, or recon-
struction of such qualified vessel (or a



